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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code
effect at the tinme the petition was filed. The decision to be
entered i s not reviewabl e by any other court, and this opinion

shoul d not be cited as authority. Unless otherw se indicated,

subsequent section references are to the Internal Revenue Code

in
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effect for the 1999 and 2000 years in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

Respondent determ ned a deficiency in petitioners’ Federal
i ncone tax of $1,260 and an accuracy-rel ated penalty of $252 for
the taxabl e year 1999. Respondent al so determ ned a deficiency
in petitioners’ Federal incone tax of $1,260 and an accuracy-
rel ated penalty of $252 for the taxable year 2000.

The issues for decision are: \Wether petitioners should be
al | oned busi ness expense deductions for anpunts paid to their
m nor children during 1999 and 2000, and whet her petitioners are
liable for the section 6662(a) accuracy-related penalties for
negl i gence or disregard of rules or regulations in the years in
i ssue.

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits thereto are
i ncorporated herein by this reference. Petitioners resided in
Des Moines, lowa, on the date the petition was fil ed.
Petitioner-husband Jeffrey Allen Dunond (petitioner) appeared
before the Court and presented petitioners’ case. Petitioner-
wi fe Cynthia Panela Al dridge Dunond did not appear.

Backgr ound

Petitioners tinely filed their Federal income tax returns

for the taxable years 1999 and 2000. Petitioners filed their
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1999 and 2000 incone tax returns as married filing jointly using
t he cash nmethod of accounting.

During 1999 and 2000, petitioner operated a vendi ng machi ne
busi ness, State of the Art Vending. Petitioner purchased this
busi ness in 1999, acquiring vending machines and a clientele
list. During 1999 and 2000, State of the Art Vendi ng serviced 10
clients.

On his Schedule C, Profit or Loss From Business, for taxable
years 1999 and 2000, petitioner deducted | abor expenses of $8, 400
in each year, which consisted of $4,200 paid to each of his two
m nor children. |In the statutory notice, respondent disall owed
the anmounts paid to his children after determ ning that the
anounts were not ordinary and necessary expenses paid or incurred
in a trade or business.

Di scussi on

As a general rule, the determ nations of the Comm ssioner in
a notice of deficiency are presuned correct, and the taxpayer
bears the burden of proving the Conmm ssioner’s determnations in
the notice of deficiency to be in error. Rule 142(a); Welch v.
Hel vering, 290 U. S. 111, 115 (1933). Section 7491(a) shifts the
burden of proof to the Conmm ssioner under certain circunstances.
The burden does not shift with respect to any factual issue
relating to petitioners’ liability for the incone tax

deficienci es because petitioners neither alleged that section
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7491 was applicable nor established that they conplied with the
statutory substantiation requirenents of section 7491(a), as
shown bel ow. Sec. 7491(a)(2)(A) and (B)

Busi ness Expenses--Wages Paid to Children

Section 162(a)(1) provides that there shall be allowed as a
deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on a trade or
busi ness, including a reasonable allowance for sal aries or other
conpensation for personal services actually rendered.

Section 1.162-7(a), Income Tax Regs. provides: “The test of
deductibility in the case of conpensation paynents is whet her
they are reasonable and are in fact paynents purely for

services.” See Elec. & Neon, Inc. v. Commi ssioner, 56 T.C. 1324,

1340 (1971), affd. wi thout published opinion 496 F.2d 876 (5th
Cr. 1974). The question of whether anounts paid represent
reasonabl e conpensation for services is one of fact determ ned
fromall the facts and circunstances of the case. Charles

Schneider & Co. v. Conmm ssioner, 500 F.2d 148, 151 (8th G

1974), affg. T.C. Meno. 1973-130; Hone Interiors & Gfts, Inc. V.

Comm ssioner, 73 T.C. 1142, 1155 (1980).

Deductions are a matter of |egislative grace, and the
t axpayer bears the burden of proving that he or she is entitled

to any deduction clained. Rule 142(a); New Colonial lce Co. V.

Hel vering, 292 U. S. 435, 440 (1934). This includes the burden of
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substanti ati on. Hr adesky v. Conm ssioner, 65 T.C. 87, 89-90

(1975), affd. per curiam540 F.2d 821 (5th Cr. 1976).

Petitioner testified that he paid wages of $4,200 a year in
1999 and 2000 to each of his two children. Petitioners’ children
were ages 10 and 5 in 1999. Petitioner testified that the
paynments to his children were based on what he believed the “| aw
allowed for, so that they [his children] would not have to file
t axes.”

Petitioner testified that the services provided by his
children included: R ding along on the weekly routes to the
vendi ng machi nes, putting candy bars into the machines, sorting
the totes full of candy, breaking down the cardboard and sorting
out the recycl able products of waste produced by the business.
The ol der child also hel ped with counting noney. Petitioner
testified that his children worked approxi mately 10 hours per
week. Petitioner admtted, however, that he did not know for
sure how often his children worked every week and that he did not
keep any record of their hours.

Petitioner offered into evidence copies of checks and a bank
statenent to establish paynent of wages to his children
Petitioner testified that his children were paid once a year at
the end of Decenmber. However, the checks made out to his
children were not cashed until at |east 2 nonths | ater because

there was not enough capital in the business to cash the checks
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when they were issued. Even after the checks were endorsed by
t he payee children and petitioner, he retained control of the
proceeds. Petitioner did not set up separate accounts for his
children in which to deposit their all eged wages; instead,
petitioner kept the proceeds and either reinvested the proceeds
into his business or deposited said proceeds into his own
personal account. Petitioner also never established an hourly
rate for his children’'s services. H's children were paid a set
anmount for both years.

Petitioner has failed to carry his burden of proof wth
respect to the deductions taken for wages paid to his children,
and thus respondent’s determ nati on nust be sustained. See

Romi ne v. Conmmi ssioner, 25 T.C 859 (1956); Chappell v.

Conmi ssioner, T.C. Meno. 2001-146; Medina v. Conmm ssioner, T.C

Meno. 1983-253; Snyder v. Conmi ssioner, T.C. Menp. 1975-221.

Accur acy- Rel ated Penalty

Respondent determ ned that petitioners are liable for the
accuracy-rel ated penalty under section 6662(a) with respect to
t he under paynent attributable to the disall owed deductions for
Schedul e C wages.

Section 7491(c) provides that the Comm ssioner shall have
t he burden of production in any court proceeding wth respect to
the liability of any individual for any penalty, addition to tax,

or additional amount. Specifically, section 7491(c), which was
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enacted by the Internal Revenue Service Restructuring and Reform
Act of 1998 (RRA 1998), Pub. L. 105-206, sec. 3001(a), 112 Stat.
726, provides as foll ows:

SEC. 7491(c) Penalties.— Notw thstandi ng any ot her
provision of this title, the Secretary shall have the burden
of production in any court proceeding with respect to the
liability of any individual for any penalty, addition to
tax, or additional anount inposed by this title.

Section 7491(c) is effective with respect to court proceedings
arising in connection wth exam nati ons commencing after July 22,
1998. RRA 1998 sec. 3001(c)(1), 112 Stat. 727. There is no

di spute that the exam nation in the present case conmenced after
July 22, 1998.

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent attributable to any one of various factors,
one of which is negligence or disregard of rules or regul ations.
Sec. 6662(b)(1). “Negligence” includes any failure to nmake a
reasonabl e attenpt to conply with the provisions of the Internal
Revenue Code, including any failure to keep adequate books and
records or to substantiate itens properly. Sec. 6662(c); sec.
1.6662-3(b) (1), Income Tax Regs. Section 6664(c)(1l) provides
that the penalty under section 6662(a) shall not apply to any
portion of an underpaynent if it is shown that there was
reasonabl e cause for the taxpayer’s position and that the

t axpayer acted in good faith with respect to that portion. The

determ nation of whether a taxpayer acted with reasonabl e cause



- 8 -

and in good faith is nmade on a case-by-case basis, taking into
account all the pertinent facts and circunstances. Sec. 1.6664-
4(b) (1), Inconme Tax Regs. The nost inportant factor is the
extent of the taxpayer’'s effort to assess his proper tax
liability for the year. [|d.

It is clear that petitioner was negligent with respect to
t he disall owed deductions for Schedule C wages. Petitioner did
not keep adequat e books and records or otherw se substantiate the
deductions reported on Schedule C, as required by the Internal
Revenue Code. Amounts that were allegedly paid to his children
al ways remained in his control. W sustain respondent’s
determnation with respect to the section 6662(a) accuracy-
rel ated penalty.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

for respondent.




